OUT OF PRINI 











N. A. C. A. BULLETIN 


Vol. XXI, No. 23 August 1, 1940 
IN TWO SECTIONS , / \ : ee . 
~~ . 


Section I / > ‘ 
‘LIBRARY 





ACCOUNTAN 
~~ JIEW voaKx civ ' 


IN THIS ISSUE 


The Alachusetts Cotton Mills, by 
Clinton W. Bennett 











_ This Bulletin is published semi-monthly by the National 
Association of Cost Accountants, 385 Madison Avenue, 
New York. Subscription price, $10.00 per year. Entered 
at the Post Office, New York, N. Y., as second-class mat- 
ter August 28, 1925, under the Act of March 3, 1879. 























EDITORIAL DEPARTMENT NOTE 


A number of case studies by Clinton W. Bennett dealing with 
the application of modern cost methods to specific industries have 
been published in the N. A. C. A. Bulletin. Perhaps the present 
article is the most important of that series—important because of 
the size of the cotton textile industry and the number of companies 
in it—and important also because of the great need for improved 
cost accounting in this industry. This is an article which should 
be read and studied by accountants and cost accountants in the 
industry and also by management heads who have not recognized 
the value to be gained from up-to-date cost methods. 

The author of this article, Clinton W. Bennett, entered the pro- 
fessional accounting field in 1916, following experience as a cost 
engineer in private industry. For four years following 1925, he 
was General Manager of the Robert D. Macon Co. of Pawtucket, 
R. I. At the end of this period, he returned to public work as 
Manager of the Cost Engineering Division of Cooley & Marvin 
and is now a Partner of that firm. Mr. Bennett is a Past Presi- 
dent of the Boston Chapter and is also a member of the American 
Society of Mechanical Engineers, the American Institute of Ac- 
countants and the Massachusetts Society of C. P. A.’s. He is a 
C. P. A. of Massachusetts and New Hampshire. Mr. Bennett, 
as way mentioned, has contributed several articles to the 
N. A. A. — tin and to the technical press generally. He has 
appeared as speaker before several chapters and delivered a paper 
on “Recent Inventory Developments” at the St. Louis Convention in 
June. 





Articles published in the Bulletin present many different view- 
points. In publishing them the Association is not sponsoring the 
views expressed, but is endeavoring to provide for its members 
material which will be helpful and stimulating. Constructive com- 
ments are welcomed and will be published in the Forum Section 
of the Bulletin. 
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THE ALACHUSETTS COTTON MILLS 
A Cost Case Study 


By Clinton W. Bennett, Partner, 


Cooley & Marvin, Boston, Massachusetts 


Foreword 

URING the dying years of the eighteenth century, Samuel 

Slater founded in Pawtucket, R. I., the first cotton mill in 
America. From this small beginning, the industry grew until in 
1840 there were 2,285,000 active spindles in the cotton mills of the 
United States of which 181,000 were in the South, 1,597,000 were 
in New England and 506,000 were in other states. The industry 
enjoyed a remarkable growth in the years that followed until in 
1923 there were 36,260,000 active spindles in the country, of which 
16,310,000 were in the South, 18,054,000 were in New England 
and 1,896,000 were in other states. This year of 1923 represented 
the high water mark in the cotton textile industry. 

In 1924 a depression set in which is still running. As a result, 
the industry declined during the following 10 years to a total active 
spindleage of 26,895,000 in 1933, of which 17,929,000 were in 
the South, 8,205,000 were in New England and 761,000 were in 
other states. Thus it is seen that in the ro years following the 
peak in activity, the industry as a whole lost 9,365,000 active 
spindles ; the active spindles in New England declined from 18, 
054,000 to 8,205,000; and in the other states from 1,896,000 to 
764,000. The active spindles in the South, on the other hand, 
increased from 16,310,000 to 17,929,000. With this revolution 
raging, it is small wonder that the cotton textile industry is still 
a depresessed industry. To those who may take issue with this 
statement, I simply suggest a study of the history of Lowell, New 
Bedford and Fall River in Massachusetts; Manchester, New 
Hampshire; and Pawtucket, Rhode Island. These are simply a 
few examples taken from a list which is unfortunately and tragically 
too long. 


Need for Modern Costing 


It is not the purpose of this article to criticise the economies of 
the cotton textile industry or to suggest what should or should not 
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have been done. It is only necessary to note the figures quoted 
above, which have been taken feom the Statistical Abstract of the 
United States, to realize the tremendous problems which have been 
brought to each mill and the men who are trying to operate it with 
enough success to keep the workers employed and to provide some 
return to the owners who have contributed the capital to make the 
enterprise possible. Under conditions such as these, modern sim- 
plified cost engineering methods are of vital need to the executive 
who would guide his enterprise successfully. Yet the cotton textile 
industry has been one of the most backward of industries in adopt- 
ing modern cost procedures, 

Every mill with which I have become familiar has cost figures— 
myriads of them—but almost always of a traditional type which 
do not give the answer to the executive’s prayer and frequently are 
not worth the cost entailed in preparing them. Yet experience has 
shown that not infrequently the mill executive has a closed mind 
when modern cost engineering methods are suggested. His usual 
feeling is that no one but a mill man can develop worthwhile pro- 
cedures in a mill. Furthermore, almost every mill has these mill 
man’s figures. 

Happily some mills with modern progressive management have 
adopted modern cost engineering methods and principles with 
highly gratifying results. In some instances, the change-over from 
the traditional mill man’s figures to the modern procedures have 
had much to do with the continued success of the establishment. 
Contrary to the opinions so generally expressed to me in the in- 
dustry, my experience shows that the cotton textile mill lends itself 
particularly well to the installation of these modern procedures. 
In fact, they are much more adaptable to the problems of the cot- 
ton textile industry than they are to the metal working industry, 
yet they were largely developed in the latter industry and are used 
very generally in the plants which comprise it. Perhaps the age 
of the cotton textile industry in the United States and the success 
which it enjoyed until the third decade of this century had much 
to do with developing this state of mind, but whatever the cause, 
the effect, in my humble opinion, has resulted in many failures 
which might have been avoided. So I suggest to Mr. Mill Man 
that he take an inventory of his methods with an open mind and a 
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critical questioning attitude; that he check his results with those 
which can be had and then decide what to do about it. 


Background and Operating Bases 


The Alachusetts Cotton Mills (the name is fictitious) was or- 
ganized shortly before the World War to manufacture plain fine 
cotton goods and it operated most successfully in that field until 
1923 when its volume of sales and profits reached an all time high. 
In 1924 the volume was down but so was that of nearly all other 
mills and the management was not worried. But when 1925 
showed no improvement and 1926, while producing an increase in 
yardage, showed a decline in sales prices and the lowest profits 
in the history of the company, the management decided to do some- 
thing about it. Fortunately the company was possessed of a pro- 
gressive management and as the result of exhaustive studies and 
much research it was decided to introduce a line of fancy fabrics 
and to install the necessary equipment so that cotton, rayon and 
cotton, and rayon fabrics could be produced. Since that time the 
company has been alert constantly to changing trends and it has 
operated profitably with the exception of a relatively few years. 
It has in the meantime installed its own dyeing, bleaching and 
finishing plant and it handles its own selling activities with the ex- 
ception of a few markets where selling is done through selling 
agents from a stock of consigned goods. This, however, repre- 
sents a minor share of the business. 

As present, the output consists of three classifications : 


1. Cotton cloth. 
2. Rayon and cotton cloth. 
3. Cotton yarn. 


No printed goods are manufactured. The volume of business is 
divided approximately 30 per cent cotton cloth, 60 per cent rayon 
and cotton cloth and 10 per cent cotton yarn. 

The company operates approximately 1,000 looms. Fairly large 
stocks of relatively stable fabrics are carried in finished goods 
stock based on studies of market requirements and seasonal sales 
trends. Sizeable quantities of cloth are also carried in the grey 
during certain seasons of the year awaiting finishing orders. No 
sales of grey goods are made. 
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Determining upon the General Plan 


The mill under consideration had quite excellent traditional cost 
methods. A cost sheet was set up for each fabric number and 
yarn number and each six months figures were compiled to show 
the so-called actual costs. Furthermore, these data were broken 
down to show unit labor costs by products by operations for the 
period as contrasted with the estimated costs. From the standpoint 
of orthodox costs, this mill seemed to be well supplied with in- 
formation. But while the cost department was busily working 
nights and holidays compiling this semi-annual information, the 
mill management and the general executives were forced to operate 
without benefit of fundamental information on operations, because 
these so-called costs were simply a collection of interesting his- 
torical figures which proved that all the expenses of the period had 
been absorbed against the various numbers that were produced and 
that such and such a number cost X dollars although the average 
selling price was X minus 2 dollars. Obviously the cost depart- 
ment came under severe shelling. The sales manager found little 
value in such historical data in helping him meet the competition 
of the day while the mill management complained that unit cost 
figures of this kind could not provide assistance in helping to 
solve the ever-present problem of controlling costs. 

The general manager finally determined to seek counsel and 
called in an experienced professional cost engineer. This investi- 
gator reported, after adequate study of the local problems and 
procedures, that no additional cost or operating detailed informa- 
tion was needed. In fact he recommended that a considerable 
amount of clerical detail in both the mill and the office be discon- 
tinued. As in many industrial plans that have been in operation 
for a substantial period, much information was being developed 
and collected that had ceased to serve a valuable purpose but 
which had become a part of the traditional routine and was simply 
allowed to continue. He stated that the need was for less, not more, 
detailed information and the use of this information in such a 
manner that it would provide the management with a constant 
means of checking actual operations with the hoped for goal. This, 
said the engineer, would require the installation of a plan of 
budgeted costs which would include complete control of all phases 
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of the work through the financial books of account. Although it 
was somewhat difficult for the mill executives to understand just 
why it was necessary to involve the books of account in the prob- 
lem, they had faith in the investigator and he was authorized to 
proceed along the lines recommended. 


Charting the Plan 


Accordingly, the first step was that of charting the plan. This 
chart is shown in Exhibit A, diagram of profit accounting pro- 
cedure for a cotton mill. It should be noted that the plan is re- 
ferred to as profit accounting, not cost accounting. Actually, cost 
accounting comprises a relatively small part of the procedures 
which were so vitally needed in this instance. Adequate costs were 
essential of course, but relatively speaking they assumed secondary 
importance compared with the need of the mill executives for 
something which would keep them informed constantly regarding 
operating results contrasted with expectations; the need of the 
sales executives for up-to-the-minute knowledge, not only of 
figured costs, but also of actual costs at varying operating capac- 
ities as contrasted with current market prices ; the need of the chief 
executive for data which would supply him with continuous guiding 
controls on all phases of the business and furnish him with prompt 
and dependable profit and loss results at the end of each month. 
These needs can not be filled by so-called cost accounting—that is 
a profit accounting job. 

Reference to the chart, Exhibit A, will show that on one hand 
actual costs in the form of raw material, supplies, payrolls and 
general expenses are fed into the mill, and that on the other hand 
finished cloth is taken out of the mill and priced at budgeted cost 
figures. These budgeted costs are the figures used by the man- 
agement as a basis for selling and as bogey goals against which 
to center the manufacturing sights. A series of cost variances or 
filter accounts are provided to bridge the gap between the actual 
outlay going in to the plant and the budgeted costs delivered by 
the plant in the form of finished products. 


Chart of Accounts 


With the general plan determined upon, the next step was that 
of providing the accounting control plan to make the new pro- 
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cedures properly effective. This started with the chart of general 
ledger accounts. No other work should be undertaken until the 
chart of accounts has been settled upon and prepared. Without 
this basic foundation work finished, it would not be possible to 
proceed intelligently and efficiently with any of the underlying 
procedures or details. Therefore the chart of accounts shown in 
Exhibit B was prepared. This chart of accounts is worthy of more 
than passing emphasis. In discussing modern cost control methods 
with cotton mill executives, I have been almost invariably sur- 
feited with reasons why it is not practical or necessary to con- 
trol the mill operations through the financial books. Great em- 
phasis has so often been laid on the special character of the cot- 
ton business which makes procedures which may be good in other 
industries, impractical in this one. In my youth I too was im- 
pressed by these arguments. But somehow my contempt for them 
has grown as my experience in the industry has broadened and 
deepened. 

The reason these reactionary ideas seem to permeate the cotton 
industry so generally is, in my humble opinion, because the textile 
executive realizing how complicated the procedure is from the 
piece of cotton to the piece of cloth, erroneously believes that 
equally complicated cost and accounting procedures are necessary. 
\nd I might add that in those instances which have fallen under 
my observation where a practical cotton mill man has been respon- 
sible for the cost system, that has been the situation. Actually, 
few industries lend themselves so readily to the use of modern 
methods of cost and accounting control as the cotton textile in- 
dustry. The chart of accounts, Exhibit B, is presented as graphic 
evidence of the accuracy of this statement. 

Reference to the chart of accounts will show that all accounts 
are arranged in accordance with a logical plan and are grouped 


into three major divisions, as follows : 


1. Assets. 


2. Liabilities. 


3. Revenue and Expense. 
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These three basic divisions are then subdivided into twelve 
sections of four each, as follows: 

1. Assets: 
A—Current 
3—Inventory 
C—Fixed 
D—Deferred 

2. Liabilities: 
K—Current payabales 
F—Current accruals 
G—Reserves 
H—Capital 

3. Revenue and expense : 
J -Sales, deductions and costs 
K—Mill burden 
L—Commercial burden 
M—Other income and charges 


Each account is symbolized by a combination of the column 
A-1 cash in office, 





heading and the line number, for example 
B-4 rayon yarn, J-1 cloth No. 1 sales. Tie accounts were placed 
in the loose-leaf ledges in the sequence indicated by the chart with 
the result that the chart of accounts became the ledger index also. 

In examining and considering the accounts provided for on this 
chart, it should be remembered that these were all the accounts 
needed in the general ledger not only to handle the ordinary ac- 
counting but also to provide a complete accounting control over 
all cost accounting for this mill of 1,000 looms. It was found that 
only three classes ‘of additional! accounts were needed to provide 
this complete accounting control of operations which would not be 
necessary if the commercial accounting procedures only were 
operated. These additional classes were : 

1. Continuous inventory controlling accounts. 


2. Cost variances accounts. 
3. Burden clearing accounts. 


As the entries to these additional accounts which were required 
for cost purposes were few in number and were made only at the 
end of each month, the clerical work of handling the general ledger 
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was found to be practically the-same as though the cost work had 
not been included. Actually, the improvement in the general 
ledger which was made possible by adopting the new accounts and 
the arrangement outlined on the chart of accounts, resulted in a 
considerable reduction in clerical work from that needed to handle 
the old general ledger without any cost control accounits. 


Material Control 


The following continuous inventory accounts for material (in- 
cluding supplies) were provided : 


B-1 Cotton 

B-3 Cotton yarn 
B-4 Rayon yarn 
B-6 Dyestuffs 
B-7 Waste 

B-9 Supplies 


All purchases of these materials were charged at cost to the ap- 
propriate accounts each month. As materials were used, they 
were credited at cost to the proper material accounts with offsetting 
debits to the appropriate cost variances accounts. A more detailed 
explanation of the specific variances accounts affected will be found 
in subsequent sections of this article under the heading “Control 
of Costs Through Cost Variances Accounts.” 

It is thus seen that these six raw material and supplies accounts 
were debited with the opening inventory, debited with the cost of 
purchases and credited with the cost of all materials used during 
the month. Consequently each account showed the inventory on 
hand at cost at the end of each month. As the procedure adopted 
for obtaining quantities used each month differed in some instances, 
a brief description of the methods adopted is presented below. 


B-1 Cotton 


In common with every mill which I have been privileged to 
visit, this mill had excellent cotton records; consequently it was 


only necessary to prepare a summary consumption report by classes 
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of cotton and price the quantities at cost. No complete physical 
inventory of cotton was taken in this mill but instead sectional 
physical counts were made continuously, with the result that size- 
able errors in the cotton quantities were not allowed to accumulate. 
Obviously no noticeable additional work in handling the cotton 
control resulted from the new procedures. 


B-3 Cotton Yarn 


This account contained only cotton yarn purchased. It did not 
contain yarn manufactured and used in the ordinary flow of work 
in weaving cloth, as such yarn remained in work in process until 
used in subsequent processes. On the other hand, when yarn 
was manufactured for sale it was transferred from work in process 
to finished goods just like finished cloth. At times due to special 
conditions it was found necessary to use yarn in manufacturing 
that was carried for sale. In such instances, the yarn so used 
was priced at standard cost and credited to finished goods account, 

3-13, with an offsetting debit to B-11, work-in-process account. 
Since all goods and work in the work-in-process and finished-goods 
accounts were carried at standard cost, no entries other than the 
simple transfer to follow the physical transfer was necessary to 
care for transactions of this kind. 

In this mill it was found that monthly inventories of cotton yarn 
could be readily taken and this procedure was adopted as a means 
of determining the cost of yarn used and to be transferred from 
B-3 account. 


B-4 Rayon Yarn 

Large quantities of rayon yarn were purchased for use in cloth 
manufacturing as contrasted to cotton yarn most of which was 
manufactured in the mill. However, as in the case of cotton yarn, 
it was founnd to be a simple matter to keep continuous inventories 
of rayon yarn, therefore the monthly usage was taken from these 
records. As in the case of cotton, the rayon perpetual inventory 
records were kept under continuous control by spot checking with 
the actual quantities on hand. 
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B-6 Dyestuffs 

Dyestuffs were kept in two places in this mill, (1) a storeroom 
where full kegs, bags and barrels were kept and (2) the drug room 
where opened containers were kept and where the drugs were 
weighed out before being delivered to the dyehouse. Perpetual in- 
venitories were kept of the goods in the storeroom and test checks of 
quantities were made periodically. Dyestuffs in the drug room 
were inventoried each month. This did not, however, create any 
additional work because for some time before the new work was 
inaugurated the management decided to obtain monthly drug room 
inventories for physical control purposes. 

Because of the multiplicity of items which comprise the usual 
list of dyestuffs and drugs used in a finishing plant, I always rec- 
ommend monthly physical inventories of materials in the drug 
room, instead of depending upon reports of quantities used. My 
experience with the latter has been uniformly bad. 


B-7 Waste 

All purchases of waste were charged to this account, also all 
manufactured waste on hand at the close of the fiscal year that was 
included in inventories. While it would have been relatively simple 
to obtain reports of waste used as a basis of the monthly transfers 
to work in process, it was found that monthly physical inventories 
involved even less detail and assured fewer chances of error, there- 
fore monthly physical inventories were taken. Waste made cur- 
rently was not removed from work in process: in the accounting. 


B-o Supplies 

A single inventory control account was operated for supplies. In 
this mill, all supplies as far as possible were charged direct to ex- 
pense as purchased. No inventory was ever set up for office 
supplies; they were immediately charged to L-3, office supplies 
and expense, or L-14, sales supplies and expense. All ordinary 
mill supplies were expensed direct to K-8, general supplies and 
expense; trucking supplies to K-10b, trucking supplies and ex- 
pense; power plant supplies (excepting fuel) to K-3b, power 
plant supplies and expense ; and shipping supplies to K-gb, ship- 
ping supplies and expense. 
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On the other hand, maintenance supplies were charged to the 
inventory account, B-9, as purchases and distributions were pre- 
pared each month showing where these supplies were used. These 
monthly distributions which were prepared from the maintenance 
job orders, served as a medium for crediting the inventory ac- 
count, B-9, with offsetting charges to the appropriate expense or 
asset accounts, with the cost of supplies used during the month. 
Here again, no additional work was caused by the new methods, 
for these maintenance job cost distributions were found so desir- 
able that the management insisted upon them because of their in- 
herent value aside from inventory control and burden purposes. 

This mill had a modern efficient power plant which burned pul- 
verized coal and provided accurate records of fuel consumption to 
use in crediting the supplies account, B-9, and debiting K-3b, 
power plant supplies and expense. 

To sum up, therefore, it is seen that maintenance supplies and 
coal were charged to the inventory account, B-9, as purchased 
and charges were made to expense each month from the consump- 
tion records; also that all other supplies were charged direct to 
expense as they were purchased. Obviously it was necessary for 
the cost accountant to keep an eye on the purchases to spot any 
particularly unusual transaction which, because of its very nature 
or abnormality, should be charged to B-9 and written off over a 
specific period. However, instances of this sort were found to 
be most unusual because the plan of budgeted costs with prede- 
termined burden rates smoothed out the humps in the monthly 
results, thereby providing continuous and accurate control over the 
work regardless of the ebb and flow of the monthly purchases. 


Labor Control 


Adequate labor control is of major importance in a cotton mill 
and it frequently presents some intricate and interesting problems. 
This mill was no exception to the rule. Following a study of the 
problems involved in compiling and controlling both direct and in- 
direct labor, the following labor classification was determined 
upon : 
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Labor Classification and Analysis 


Classification 
Operations or Centers Direct Indirect 

a eee * * 
Carding and combing................ * * 
RE tjathbehacesstoneetones ees * . 
Spooling, warping and winding...... . * 
Doubling and twisting............... . * 
Slashing and drawing in............ * * 
Silk winding and warping........... * * 
CE 05 c0 ceuudekeenehastnheens * 54 
Ee er er * * 
Dyeing and finishing................ . . 
, ease se * * 
Designing and sample weaving...... . 
DEE ‘sipnvdqenhégnncnescesceee * 
Pov ccnagikbabbueeuhekes * 
Yard, watchmen and elevatormen.... . 
rere reer * 
* 


EE. ca ckwackdinvieeeeeesawenes 


Under the new plan of control, all payroll checks were charged 
to the payroll accrued account, F-1. At the end of each month, a 
labor classification and analysis, as illustrated above, was prepared 
showing all labor applicable to the operations of the month, 
whether paid or accrued. From this analysis, a payroll entry was 
made crediting the total labor earned to the payroll accrued ac- 
count, F-1; debiting the total direct labor earned to H-13, labor 
variances account; and debiting the indirect labor earned for the 
month to the appropriate expense accounts listed in column K of 
the chart of accounts. When this entry had been made, the lia- 
bility for payrolls earned but not paid was reflected as a credit 
balance in the payroll acrued account, F-1, the actual direct labor 
for the month was shown as a debit in the labor variances account, 
H-13, and the actual indirect labor for the month was debited to 
the expense accounts to which it applied. 


Usually Accepted Methods Inadequate 


The plan of modern cost engineering installed in this mill runs 
completely counter to orthodox cotton mill methods in the basic 
principle of labor control. Under the usually accepted mill 
methods, the entire payroll of a productive department is treated 
as a single cost element of “labor” without any attempt to break 
it down into its two fundamental elements of direct and indirect 
labor. This procedure was in use in the mill under review when 
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the investigating engineer was called in. Unit labor costs had been 
established for the labor cost of each product number in each 
operation and quarterly proof was obtained by the simple expedi- 
ent of multiplying the output by these unit labor costs. The differ- 
ence between the result of this computation and the total actual 
payrolls of the producing departments represented the difference 
between the estimated payroll and the actual payroll for the period. 
Examination of the records revealed the fact that these two total 
amounts usually checked very closely with each other. Only the 
payrolls of the indirect departments (the six operations listed last 
on the labor classification and analysis) were included in the over- 
head expense. 

A typical quarterly report or purported verification of the cost 
system which was regularly prepared for the executives of this 
mill follows: 


X yards of cloth priced at X dollars (the labor and overhead 
cost) represents the total estimated manufacturing cost of $250,000.00 


Actual payroll for the quarter... ........csseccess $140,000.00 
COE Hl Te GN a Koc voc cae buuwerneseats 100,000.00 
Total actual manufacturing cost................. 240,000.00 


Excess of estimated manufacturing cost over actual manufac- 
Re re ere $ 10,000.00 


EID i. cncacccvasscecccctnerenpenessncias 4.0% 
The payroll used in this calculation included all payrolls of the 
operations listed on the labor classification and analysis illustrated 
previously, with the exception of the last six operations which in- 
clude indirect labor only. The labor of these six divisions was in- 
cluded in overhead. The overhead also included all the items in- 
cluded in the mill burden classification, column K of the chart; 
the expenses inchuded in accounts L-1 to L-8 in the commercial 
burden column of the chart; and the interest paid, M-9 on the 
chart. Obviously, therefore, the cost verification included all 
labor and expense with the exception of selling costs. 


Criticism of Method 


Viewed superficially, any cost system so-called, which absorbed 
all costs plus a margin of 4 per cent for a safety factor, would seem 
to be quite above criticism. And viewed strictly from the stand- 
point of costing that is quite correct. But, it is not with these 
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figures that modern cost engineering takes issue. Instead, it is 
with the entire conception of the function of cost accounting which 
is represented in this illustration, with which we quarrel. Because 
the cotton textile industry has to a considerable extent adopted tra- 
ditional cost procedures of this sort and many members of the 
industry believe they are modern developments and represent sat- 
isfactory practices, little headway has been made in the use of real 
modern cost engineering methods and procedures by this industry 

an industry which, probably more than almost any other, could 
profit so greatly from the results which could be so readily ob- 
tained. 

The mere fact that the total absorbed labor and burden exceeded 
the actual labor and burden costs by 4 per cent for the quarter 
may mean something, but not something of much value. Too 
many figures and elements are bunched. By combining the direct 
and indirect labor cost of any given product in any given operation, 
a result is obtained which means only that the cost is so much. 
But, in the cotton textile industry, goods are largely sold at selling 
prices set by the market and only in rare and fortunate instances 
is it possible to fix selling prices based on calculated costs. 

This industry, which is declining in some sections, expand- 
ing in some other sections, but when viewed collectively has been 
shrinking for 16 long disheartening years, is crying out for facts 

analytical facts—to guide the executives in their constant fight 
to operate at a profit within the selling prices fixed by an inexor- 
able law of supply and demand. All that it gets, in the great ma- 
jority of instances of which I have knowledge, is a collection of 
hybrid cost figures which show that the actual labor and burden 
costs varied from the estimated figures by such-and-such a percent- 
age. Simplified analysis of cost elements coupled with a control 
plan that will make the figures talk to the man who needs them is 
the need of this industry, and the important place to start is with 
the payroll. Consequently, the plan under review was designed 
to carefully analyze all labor into the two distinct and separate 
elements of direct and indirect as indicated on the labor classifica- 
tion and analysis sheet; reflect them separately on all costs sheets 
for specific products; and maintain this separate identity through 
all stages of the accounting control and proof mechanism. 
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Direct and Indirect Labor 

In the mill under consideration, direct and indirect labor were 
defined rather strictly, direct labor being limited as far as possible 
to the labor of operatives who worked directly in producing the 
goods as contrasted with producers of a secondary nature. It will 
be noted that the term direct labor, not productive labor, is used. 
All labor in a mill operating department should be productive or 
else it ought not to be there. And I wonder if it is not because 
of the loose usage of the term “productive labor” that the system 
of hybrid and in many instances meaningless labor costs have been 
built up in the cotton textile industry. If the term direct labor is 
kept clearly in mind, the distinction between labor to be costed 
as labor and the labor to be included in burden immediately be- 


comes apparent. 


Developing the Labor Cost 

A large majority of the direct labor operatives in this mill were 
paid on an incentive basis which was a modified piece system with 
some of the worst “bugs” of the straight piece work plan elimi- 
nated. Naturally where incentives were in use, labor costs were 
available at once to use in building up the budgeted product costs. 
At the outset, the picking and carding operations were on an hourly 
wage basis, therefore, labor costs had to be developed. The carder’s 
daily report, Exhibit C, was used for this purpose. One of these 
slips was made out daily for each card or picker regardless of the 
number of operatives engaged on the work. From a tabulation of 
these reports for the week, it was possible to obtain the machine 
hours consumed in producing each of the specific products worked 
on. 

Since the machine and not the man was the producing unit, the 
direct labor payroll for the week for that group of machines was 
split to the several products produced, on the basis of these ma- 
chine hours. The payroll for the product so determined upon was 
then divided by the pounds produced as reported on the daily pro- 
duction reports for the week, and the result was the labor cost of 
each product in that operation for the week in question. Provision 
was also made on this report, Exhibit C, for recording clean-up 
time, repairs time and idle time—all essential data in setting up 
the budgeted cost plan on an intelligent basis. It may be well to 
emphasize again that this report required machine time consumed 
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in working on a specific product or class of stock. No quantities 
produced were reported—these were obtained from the regular 
production reports of the department—and no reference was made 
to the man hours as the labor cost of the department was ob- 
tained from the payroll. 

This plan was found highly simple, practical and valuable in 
the picking and carding operations, and with modifications to fit 
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local situations was used advantageously in other departments 
where incentives were not in effect on all work or on all operations. 
For example, Exhibit D illustrates the report obtained for spinning 
done on an hourly wage basis, while Exhibit E suggests a time 
weaver’s daily report. Here again these reports represented the 


machine results and not the time of any operatives. 


POD eneninnmenion TIME WEAVER’S DAILY REPORT Been a ee 





Loom Loom = 
Wt. Yards Picks 





Totals 


Remarks : 





ExHisit E 

It was the intent, however, as far as possible, to set up standard 
labor costs based on time studies instead of depending upon labor 
reports. Where time studies can be properly made they are much 
to .be preferred over the report method, first, because they quite 
often uncover inefficiencies and profit losing practices which might 
otherwise go undiscovered, and secondly, they produce results 
much faster and’ are usually more reliable. Furthermore, they 
eliminate the necessity of requiring the mill personnel to prepare 
daily reports, a not inconsiderable advantage. Consequently, while 
the daily labor reports referred to were used at the outset of the 
installation for certain local considerations, they were eliminated 
as soon as sufficient data had been accumulated. 
— Indirect Labor 

No work reports were required from indirect workers who per- 
formed certain tasks regularly, as for example, bobbin boys, 
doffers, loom fixers and kindred classes of workers whose time 


could be charged to the operations or producing centers directly 
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from the payroll an- 
alysis. Maintenance 
men and any others 
who worked on 
varying jobs were 
required to furnish 
daily job reports as 
illustrated in Ex- 
hibit F. This form 
required a _ mini- 
mum of writing and 
time is reported by 
the simple device of 
drawing a line with 
a pencil from the 
starting time to the 
stopping time on the 
clock scale on the 
specific coupon. Usu- 
ally only the date, 
man’s number and 
the order number 
were filled in on the 
coupon in addition 
to the line denoting 
the time expended 
on the work. 

‘In the office, the 
coupons were clipped 
and filed by job 
numbers until the 
job was finished or 
until the end of the 
month if the job was 
still in progress. 
Then the hours were 
totaled on an adding 
machine, priced at 
the budgeted hourly 
rate for the type of 
work, and the dis- 
tributions made to 
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the appropriate asset or expense accounts. It was found that the 
use of standard or budgeted hourly rates for the maintenance 
crew and for similar work was helpful in keeping clerica! detail at 
a minimum and was highly satisfactory. Obviously, monthly 
checkups were made to make sure that these rates properly ab- 
sorbed all the actual labor. 


Burden Control 


Strangely enough, it has often been said and written that the 
burden is the most elusive and the most difficult to control of all 
cost elements. Actually, however, it is the most easily controlled 
of any cost element if proper and adequate analysis has been 
brought to the underlying problem of determining upon the 
burden plan to use and, if having determined upon the plan, effec- 
tive means of burden control and proof against actual expendi- 
tures have been provided. 

Reference to the chart of accounts, Exhibit B, will show that 
the burderi has been divided into the two major classes of mill 
burden and commercial burden, the former classification having the 
ledger accounts shown in column K of the chart of accounts while 
the commercial burden accounts are set forth in column L. 

All actual expenses or burden accruals for each month were 
charged to the accounts shown in these two columns, K and L 
respectively. At the end of the month, the sum of the net bal- 
ances which were entered in the mill burden accounts in the K 
column were credited to the mill burden clearing account, K-15, 
with an offsetting debit to the mill burden variances account, H-14. 
Likewise, the sum of the net balances for the month in the com- 
mercial burden accounts in the L column were credited to the com- 
mercial burden clearing account, L-15, with an offsetting debit 
entry to H-15, commercial burden variances account. 

Thus it is seen that all actual burden expenses were shown in 
the respective burden accounts in columns K and L and these ac- 
counts were allowed to accumulate balances until the end of the 
fiscal year when they were closed, just as would be the case if only 
commercial accounting was in use. But by the simple expedient 
of the burden clearing accounts, the actual burden expenses were 
transferred each month to the appropriate cost variances accounts 
for use in proving the work and keeping it under control in a 
simple feasible manner. 
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Burden Cost Determination and 
Application to Product Costs 


Having determined upon the burden accounts and the general 
plan of control, the next step, and a most important one, was that 
of deciding upon the centers of burden application, the methods to 
use in applying burden to costs, and the burden rates to use. In 
many of the mill operations, the machine was the main producing 
element with the man acting in a supervisory and contributory 
capacity. Carding, combing, spinning and weaving are examples 
of these operations. On the other hand, there were many opera- 
tions in which output was tied up directly with the hours of labor 
expended. Furthermore, there were specific classes or groups of 
machines in single departments which varied one from the other 
and which, from a strictly technical standpoint, could well be set 
up as separate burden application centers. 
After a considerable study and review of the production flow 
and the relationship of the comparative products in terms of de- 
partmental work loads, some surprising and highly unorthodox 
information was developed. It was found, for example, that look- 
ing at the problem purely from the standpoint of reasonably ac- 
curate cost results, only four mill burden rates were needed. These 
were— 
1. Yarn manufacturing. 

Silk winding and warping. 
3. Weaving and warp preparation. 
4. Finishing. 

Doubtless there are many other cotton mills that could reduce 
their burden costs data to the use of these four simple rates applied 
on the basis of a percentage of direct labor, and obtain satisfactory 
cost figures. If you are using costs simply for cost purposes and 
not in the broader sense as a means of management guidance along 
the lines discussed in this monograph, I suggest that you consider 
seriously the possibility of deflating your program to this simple 
burden development and application basis. 


Burden Centers Selected 


Although it was conceded that these four burden rates, when 
controlled by the plan outlined, would provide accurate costing, 


1480 





August 1, 1940 N. A. C. A. Bulletin 





this management did not consider cost results as the end in view but 
simply one means to the end. Therefore, they wanted the mill 
cost data broken down into natural departmental divisions which 
would not entail unnecessary clerical detail, yet at the same time, 
would provide a continuous guide to operating results, costs and 
efficiency levels for the assistance of all divisions of the manage- 
ment from the chief executive down the line to the departmental 
overseer. Accordingly, the following eleven centers of burden 
application and cost analysis were determined upon: 

Picking 

Carding and combing 

Spinning 

Spooling, warping and winding 

Doubling and twisting 

Slashing and drawing in 

Silk winding and warping 

Weaving 

Cloth room 

Dyeing and finishing 

Packing room 

As stated previously, the machine was the principal source of 

production in many of these departments or centers, consequently 
orthodox procedure would apply burden in those departments on 
the basis of machine hour rates. It was recognized that, while 
admitting its theoretical accuracy, machine hour rates have not 
infrequently resulted in highly misleading costs due to errors in 
raté setting, production variances and lack of adequate control. 
As a means of obviating these possible difficulties and obtaining 
a maximum of simplicity, a combination machine hour—direct 
labor percentage method was developed and adopted. This plan 
had the happy result of achieving machine hour rates accuracy, 
although the burden was applied as a percentage of direct labor. 


Arriving at the Burden Rate 


In prior sections dealing with labor control, certain labor re- 
ports were illustrated and the procedures explained for obtaining 
labor costs of machine operations where one operative may tend 
a number of machines. An example is the carding operation, 


1481 





N. A. C. A. Bulletin August 1, 1940 





where it was stated that the labor report sets forth the hours 
which a specific machine ran on a particular product and that at 
the end of the week all of the carding hours run on that product 
were assembled, together with the carding hours expended on other 
products, with the result that the total carding hours for the week 
were accounted for against specific products. The total direct 
labor payroll for the week was then divided among these products 
on the basis of expended card hours, to obtain the labor cost of 
carding each product. This labor cost of a given product was 
then divided by the pounds of that product that were carded dur- 
ing the week, and the labor cost per pound was obtained as a result. 
This proved to be a most accurate method for obtaining labor costs 
in departments or centers of this type where the machine was the 
important producing element. 

It was also found that if the burden of the department was 
applied as a percentage of the direct labor cost of each product, as 
determined in accordance with the preceding formula, the result 
would be the equivalent of a machine hour rate with none of its 
complications and with all the simplicity of application and con- 
trol that is inherent in the percentage of direct labor method. 
Therefore, all direct labor costs throughout the mill were reduced 
to this general basis so that all mill burden could be applied as per- 
centages of direct labor in all departments. As finally determined 
upon, therefore, there were eleven different centers of burden 
application in the mill, each center having a single rate applied to 
costs as a percentage of direct labor. 


The Mill Burden Budget 


When the basic plan of burden application and control had been 
decided upon, preparation of the mill burden budget was under- 
taken as the next task. Exhibit G shows the form used for this 
purpose. At the left portion of this budget, all mill burden ac- 
counts shown in column K of the chart of accounts have been 
listed. Next, the basis used for distributing these expenses to the 
eleven centers of burden application is indicated. Then a total 
column was provided for entry of the estimated or budgeted 
amount of each expense for the coming year, all of which was in 
turn distributed to the eleven burden centers on the bases indicated. 
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When the expenses were all distributed and the total burden of the 
indirect departments re-distributed to the direct centers, the total 
burden of each direct center was divided by the budgeted direct 
labor of the center, and as a result of this procedure, the eleven 
burden rates were determined upon. 

The commercial burden budget is illustrated in Exhibit H. This 
class of burden was applied to costs as a percentage of the total 
mill cost. This method is probably not accurate factually speaking, 
but neither is any other method of distributing commercial ex- 
pense that I have ever seen, and it had considerable to commend 
it in this instance. 

As Exhibit H illustrates, a single rate was developed for the 
commercial expenses and a separate rate was developed for sales 
deductions and other charges, so that when a cost sheet was set 
up for a product, a budgeted cost was included for each cost ele- 
ment thereby making unnecessary any mental allowances for other 
expenses or deductions from the selling price and conversely, rul- 
ing out mental gymnastics sometimes indulged in by the sales 


Exuisit H 
THE ALACHUSETTS COTTON MILLS 
COMMERCIAL BURDEN BUDGET 
Fiscal Year 1940 
Actual Budget 


Account Last This 
Symbol Name Year Year 
Ree | OE SUD ocd i cbdvicececcnecens $ ‘ $ 

BD CCID. Sac wiscecsasuevenvscces ours 

3 Office supplies and expense........ couldn 

4 Telephone, telegraph and postage.......... 

nD CUED. cade cdewoe ses teins is 

EE od ahaa ues cee ikab en ends chs 

7 CS Beek GIIIOS onc ccccccciccceces: 


8 Freight and transportation out............ 
i Se CE nov cetenéeicbekansenietweues 
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department if all items are not tied down in the cost sheet, of con- 
sidering that certain items of overhead do not apply to this particu- 
lar order, therefore the price can be shaved. In making provision 
for including absolutely all costs on the cost sheet of each product, 
it is hoped that a contribution may be made, however small, toward 
stamping out the practice not infrequently indulged in by cotton 
mills of attempting to sell enough goods at a loss to make a profit. 


Development of the Budgeted Product Costs 


Having developed the budgeted labor costs, developed the burden 
rates and determined upon the budgeted prices at which to cost 
cotton and other raw materials, the next step was to set up budgeted 
total costs for all products. Exhibit I, J and K present three cost 
sheets which were used for this purpose. Two of them are for 
yarn costs while the third was used for cloth costs. 

After these budgeted product costs were established, they were 
allowed to remain in effect until the book cost controls showed that 
changes should be made or until changes in procedures, wage rates, 
budgeted output or other basic fundamentals were in fact made. 
As a result, approved budgeted costs were always available for all 
products. These budgeted costs represented the anticipated cost of 
producing each fabric or yarn on the basis of the volume of pro- 
duction used in preparing the burden budget and at the labor rates 
and material costs indicated. 

Through the plan of variances control, figures were available 
each month showing the exact percentage by which these budgeted 
costs were higher or lower than the actual costs. Consequently the 
management could always know the cost of each fabric at the 
budgeted volume of production, also the actual cost of that product 
at the end of every month and why there was a difference between 
this budgeted cost and the actual cost. Moreover, it should be 
emphasized that this desirable cost result and highly valuable 
management yardstick of measurement was not obtained by cal- 
culating costs on any actual lots passing through the mill, but in- 
stead by the simple expedient of budgeted costs coupled with a 
highly practical and effective plan of cost control accounts in the 


general ledger. 
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Control of Costs Through Cost Variances Accounts 


Eight cost variances accounts were provided for on the chart of 
accounts, Exhibit B, as follows: 


H-8 Cotton price variances. 

H-g Yarn price variances. 

H-10 Dyestuffs price variances. 

H-11 Material quantity variances. 
H-12 Waste and shrinkage variances. 
H-13 Labor variances. 

H-14 Mill burden variances. 

H-15 Commercial burden variances. 


Reference is suggested at this point to the diagram of profit 
accounting procedure shown in Exhibit A for a graphic illustration 
of the function of the cost variances accounts. These variances 
accounts serve as filters between the actual costs poured into the 
mill in the form of basic material, labor and expense on the one 
hand, and the finished products delivered by the mill at budgeted 
costs, on the other hand. For a given expenditure, a given result 
in finished goods was obtained. If the two results were equal, all 
well and good. If there was a difference, the variances accounts 
told how much and why. 

This chart shows that cost elements passed into the variances 
accounts on an actual cost basis. These same units were immedi- 
atély transformed to a budgeted cost basis and fed out of the vari- 
ances accounts into work in process. In performing this trans- 
formation from actual to budgeted costs, the cost variances ac- 
counts filtered out the differences which may have crept in and 
delivered them directly to the profit and loss account as additions 
to or reductions from the profit which was made on the budgeted 
basis. 

It should be noted carefully that the chart of accounts provides 
for two classes of material variances accounts, namely, price vari- 
ances and quantity variances. In the cotton mill under review, this 
distinction was found of fundamental importance. A description 
of the procedure for handling these variances accounts will make 
the distinction between the two classes of price and quantity clear. 
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Cotton Price Variances 

All cotton used for the month was priced at actual cost, credited 
to the cotton account, B-1, and debited to H-8, cotton price vari- 
ances account. This same cotton was then priced at the budgeted 
cotton cost, credited to cotton price variances account, H-8, and 
debited to H-11, material quantity variances account. As a conse- 
quence, the cotton price variances account, H-8, always showed 
just how much the budgeted cotton cost which had been used in set- 
ting up the product costs was in excess of or less than the actual 


costs. 


Yarn Price Variances 

All yarn used from the cotton yarn account during the month was 
priced at cost, credited to B-3, cotton yarn account, and debited to 
H-9, yarn price variances. Likewise, all rayon yarn used during 
the month was credited at cost to B-4, rayon yarn account, with an 
offsetting debit to H-9, yarn price variances account. This cotton 
and rayon yarn used during the month was then priced at budget 
ed cost, credited to H-9 and debited to the material quantity vari- 
ances account, H-11. 


Dyestuffs Price V wriances 

In a previous section description has been made of the procedure 
used in obtaining the cost of dyestuffs used during the month. 
This actual cost of consumption was credited to B-6, dyestuffs in- 
ventory account, and debited to the dyestuffs price variances ac- 
count, H-10. Then these dyestuffs consumed during the month 
were priced at budgeted prices, credited to H-10 and debited to 
H-11, material quantity variances account. 


Material Quantity Variances 


From the foregoing it will be seen that all cotton, yarn and dye- 
stuffs that were used during the month were charged to the ma- 
terial quantity variances account, H-11, at budgeted cost. Next, 
from the production records compilation was made of the products 
which were started in process during the month and the total bud- 
geted cost of the material needed to produce these products was 
obtained by pricing these products started in process at the budget- 
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ed material costs shown on the appropriate cost sheets. This final 
figure represented the cost of material—cotton, cotton yarn, rayon 
yarn, dyestuffs and waste—that should have been used during the 
month and was credited to the material quantity variances account, 
H-11, and an offsetting debit to work in process account, B-11. 
Since the price factor was filtered out in the price variances ac- 
counts before the materials reached account H-11, the differences, 
if any, which showed up in this account represented quantity vari- 
ances—differences between the quantity of material actually used 
and the amount budgeted on the cost sheets. 


Waste and Shrinkage Variances 


In the mill under consideration, quite accurate waste records 
were maintained, with the result that monthly waste figures were 
developed. These proved an excellent means of providing a con- 
tinuous check on the budgeted waste against the cumulative actual 
waste figures for the year to date. At the end of each month, a 
calculation was made of the budgeted waste allowance on goods 
which were completed during the month. The actual waste 
which these completed goods should have absorbed on the basis of 
the cumulative actual waste figures was also calculated. If the 
budgeted waste exceeded the actual waste, the excess was debited 
to material quantity variances account, H-11, and credited to waste 
and shrinkage variances account, H-12, to reimburse the material 
quantity variances account, for the amount of the excessive bud- 
geted waste calculation. On the other hand, if the actual cumula- 
tive waste was greater than the budgeted waste, the excess cost of 
the actual waste was credited to material quantity variances and 
debited to the waste and shrinkage variances account to correct 
the quantity variances account by the amount of the waste error. 
Thus the waste variances were reflected in H-12 account where 
they belonged. 

Shrinkages or increases in length were also adjusted in basically 
the same manner, excepting that the entries to show budgeted ver- 
sus actual differences were between the work-in-process account 
and the waste and shrinkage variances account and did not affect 
the material quantity variances account. 

At times allowances in yardage were made in putting up the fin- 
ished pieces. When this was done, these allowances were costed 
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at budgeted cost, credited to the finished goods account, B-13, and 
debited to the waste and shrinkage variances account, H-12. 


Labor Variances 


In a prior section it was explained that the total direct labor 
earned during the month was credited to the payroll accrued ac- 
count, F-1, and debited to the labor variances account, H-13. Then 
the amount of direct labor used during the month on the basis of 
budgeted costs was ascertained, credited to the labor variances ac- 
count, H-13, and charged to the work-in-process account, B-11. 


Mill Burden Variances 


As explained previously, the total actual mill burden for the 
month was charged to the mill burden variances account, H-14, 
from the mill burden clearing account, K-15. The next step was to 
obtain the amount of burden absorbed in costs during the month 
on the basis of budgeted rates. This was done by multiplying the 
budgeted direct labor absorbed by the appropriate burden rates 
and crediting the resulting amount of burden absorbed to the mill 
burden variances account, H-14, with an offsetting debit to work- 
in-process account, B-11. 


Commercial Burden Variances 


It has already been stated that the actual commercial burden 
for the month was cleared to the commercial burden variances ac- 
count, H-15, from the commercial burden clearing account, L-15. 
Commercial burden absorbed for the month was obtained by mul- 
tiplying the budgeted mill cost of goods sold by the burden rate. 
This burden absorbed was credited to commercial burden variances 
account, H-15, with an offsetting charge to J-15, commercial cost 
of sales account. 

V ariances—General 

After the procedure described in the foregoing paragraphs had 
been finished at the end of the month, the raw material and sup- 
plies accounts, B-1 through B-o, reflected the respective inventories 
on hand at actual cost, while the work-in-process account, B-11, 
had been charged with the actual amount of work—material, labor 
and burden—placed in the operations but priced at budgeted cost. 
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Also, the commercial cost of sales account, J-15, stood charged 
with the budgeted commercial cost for the month. The eight cost 
variances accounts also reflected either as debits or credits the 
differences which arose in the several cost elements between actual 
costs of performing the work and the budgeted costs as calculated 


on the cost sheets. 


W ork in Process and Cost of Sales 

In the prior sections dealing with the cost variances accounts, 
the procedure followed for charging all work placed in process to 
the work-in-process account, B-11, at budgeted cost has been ex- 
plained. The next step involved the means of relieving the work- 
in-process account of the goods completed. Consequently all goods 
finished during the month—both cloth and sale yarn—were re- 
ported on a production report and the items were priced at bud- 
geted costs. The total budgeted cost of the production for the 
month so obtained was credited to the work-in-process account, 
B-11, with an offsetting debit to the finished-goods account, B-13. 

Next, the goods sold were costed at budgeted costs and the total 
budgeted cost of sales was credited to the finished-goods account, 
B-13, with offsetting debits to the appropriate cost of sales ac- 
counts, J-11, J-12 and J-13. 

Goods shipped on consignment were transferred from the fin- 
ished-goods account, B-13, to the goods on consignment account, 
B-14, at budgeted cost, while goods sold from consigned stock 
were transferred from the goods on consignment account, B-14, 
to the appropriate cost of sales accounts, J-11, J-12 and J-13, also 
at budgeted costs. 

When these steps had been completed, the work-in-process ac- 
count reflected the inventory in process but not completed at bud- 
geted cost; the finished goods and goods on consignment acco"nts 
showed the finished goods on hand at the mill and on consignment, 
priced in each instance at budgeted costs ; and the cost of sales ac- 
counts had been charged with the budgeted cost of goods billed to 
customers during the month. 

The raw material and supply accounts, B-1 through B-9, were 
kept on the lower of cost or market basis. Although transfers from 
these accounts were made each month at cost, careful attention was 
continuously accorded to the replacement value of these inventory 
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items, and if market values fell below costs to any appreciable de- 
gree, credits were made to the raw material accounts affected with 
offsetting debits to the appropriate price variances accounts. 
Valuation of Inventories 

Work in process and finished goods, as stated previously, were 
carried at budgeted costs which reflected the costs shown by the 
cost sheets. However, as items were located in the finished goods 
which could not be sold at mill cost plus the proper proportion of 
commercial burden, they were immediately written down to a price 
which could be obtained net after commercial burden provisions. 
Any losses so located were credited to the finished-goods account 
or the goods on consignment account, with an offsetting debit to 
the waste and shrinkage variances account. 

In transferring goods from the mill to the consignment account, 
no freight or other transportation or handling costs were added 
unless the goods could be sold at the new location at a price suffi- 
ciently higher than the price at which like goods at the mill could 
be sold to return the added charges. To do otherwise would simply 
inflate the inventory falsely. 


Treatment of Variances 


In preparing financial statements and profit and loss statements, 
the cost variances accounts were segregated into two classes: (1) 
variances applicable to work-in-process and finished-goods inven- 
tories still on hand; and (2) variances applicable to goods that had 
been shipped and billed. Net variances credits applicable to goods 
still on hand were deducted from the inventories on the balance 
sheet, while the remaining balance of the variances credits were 
taken as additional profits on the profit and loss statement. On the 
other hand, net variances debits—excess of actual costs over bud- 
geted costs—were in all instances taken up on the profit and loss 
statement as reductions in the profits shown to have been made on 
the basis of budgeted costs. 

The technician can raise the point here that the procedure de- 
scribed was inconsistent in that inventories were reduced to reflect 
their share of net variances credits, while they were not increased 
for net variances debits. Actually, however, the inconsistency is 
more apparent than real. The budgeted costs were intended to be 
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the real costs and the variances provided the machinery to show 
how closely the grim realities checked with the anticipated figures. 
If the budgeted costs were intelligently set up on an established 
basis of operating, then there would hardly be sound justification 
to write up inventories to provide for additional costs which were 
incurred due to absence of adequate volume or because of failure 
to achieve the anticipated efficiency. To do so would simply result 
in capitalizing deficits—transferring losses into assets—hardly 
good accounting. On the other hand, if due to good management 
or to additional volume, or both, the costs were actually lower than 
the budgeted figures, then conservative financial policy and good 
accounting procedure would reduce the inventory to the actual 
cost basis by reducing the net variances credits to profit and loss by 
the amount of the reserve applicable to the inventories and thereby 
pass the goods on to the succeeding period at these advantageous 
valuations. 


Budgets 


A fairly comprehensive budget plan was set up in this mill. In 
determining the budget, the initial job was always that of deciding 
upon the anticipated sales volume. Great care was exercised in 
arriving at this figure and it had to be set up in detail by the sales 
department and approved by the chief executive. Moreover, the 
sales budget did not represent simply a round amount in dollars. It 
consisted of quantities by products and, in some instances, by spe- 
cific customers, priced at the expected selling prices and finally the 
total budget in quantities and dollars. All expenses were budgeted 
and these budgets formed the basis for determining the burden 
rates. Working capital position was also budgeted three months 
ahead, with a revision of all figures at the end of each month to re- 
flect any changed conditions which were not known at the conclu- 
sion of the preceding month. Consequently, this working capital 
budget was always projected three months ahead and reflective of 
the latest knowledge of all data of which it was composed. Actual 
budgeting was not carried out extensively below or beyond these 
points. No budgets were supplied to the overseers aithough the 
mill management kept the overseers advised of the results—both 
cost and volume—that were expected of them, but this was done 
verbally and informally. 
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Monthly Statements 

Reference to the chart of accounts, Exhibit B, will show at once 
how readily the new plan lent itself to the preparation of monthly 
statements. The following two monthly reports are considered 
fundamental and the management agreed they should be prepared 
promptly at the end of every month: 


Monthly profit and loss statement. 
Monthly burden statement. 


Exhibits L and M respectively set forth the forms in which 
these statements were presented to the management. 

The profit and loss statement was prepared from the balances 
for the month as shown in columns J and M of the chart, and the 
balances reflected in the eight cost variances accounts shown in 
column H after making allowances for any variances credits ab- 
sorbed in the inventory reserve. The burden statement was pre- 
pared from the balances for the month as shown ‘n columns K and 
L. of the chart. 

At such times as a monthly balance sheet was desired, it was pre- 
pared very readily from the balances shown in the accounts re- 
flected in columns A through HI of the chart, plus the accumulated 
profit or loss balance shown by the statement of profit or loss. With 
the working capital budget always available, however, the balance 
sheet was not prepared monthly, but only when it was needed for 
some specific purpose. 

Study of the profit and loss and burden’ statements will show 
how fundamentally important they are and how greatly they differ 
from the orthodox statements usually obtained in mill organiza- 
tions having figures showing monthly operating results. Obvi- 
pro- 
vided it is accurate—is interesting and of value, but in the usual 





ously, a monthly profit and loss statement of any character 


case it simply provides an historical picture and if it is bad the 
management can only try to do better the next month. 

The profit and loss statement made possible by the plan under 
consideration showed all this information, but—and this is the vital 
point—it also showed in contrast to this actual result just what 
results were expected and why they did not square with expecta- 


tions. Furthermore, it showed what phases of operation were run- 
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THE ALACHUSETTS COTTON MILLS 
MONTHLY PROFIT AND LOSS STATEMENT 
Fiscal Year 1940 








ACTUAL BUDGET 
Account 5 Months 
Symbol Name May To Date To Date 
: Sales - 
J-1 Cloth No. 1 sales $ x S 
2 Cloth No. 2 sales . . 
3 Yarn sales 
TOTAL SALES 
Returns and Allowances: 
J-5 Cloth No. 1 = . $ $ 
6 Cloth No. 2 ° 
7 Yarn 
TOTAL REDUCTIONS 
i Net sales . : . my - 
Cost of Sales 
J-11 Cloth No. 1 $ ‘ g , $ 
12 Cloth No. 2 
13 Yarn 
15 Commercial 
TOTAL STANDARD COST OF SALES 
ANTICIPATED OPERATING PROFIT 
Cost Variances: : 
H-8 Price-cotton BS ‘i $ - $ 
9 -yarn . ° 
10 -dyestuffs 
11 Quantity-material 
12 waste and shrinkage 
13 General-labor 
14 -mill burden 
1 -commercial burden 


Total cost variances 
ACTUAL OPERATING PROFIT 


Other Income: 
M-1 Discounts receed $ ° $ . Ry 


2 Interest received 
3 Waste sales 
4 Sundry sales 
TOTAL OTHER INCOME : ai 
OPERATING PROFIT AND edi - 
OTHER INCOME 
Other Charges: 
M-8 Discounts allowed $ ‘ $ ‘ $ 
9 Interest paic 
12 Federal income taxes 


TOTAL OTHER CHARGES 
NET PROFIT $ — $ — a” oe 


Interest paid and discounts allowed 
to mill cost of sales % — _ — 
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THE 
MONTHLY 


Account 





Symbol Name 
Mill 
K-1 Superintendent and overseers 
2 Department and indirect labor 
3 Power plant-labor 
-supplies and expense 
4 Maintenance-labor 
supplies and expense 
5 Starch and sizing 
6 Spools, containers and bags 
7 Freight and transportation out 
8 General supplies and expense 
9 Shipping-labor 
-supplies and expense 
10 Trucking-labor 
-supplies and expense 
11 Insurance-liability 
-other 
12 Social security taxes 
13 General taxes 
14 Depreciation 
TOTAL MILL BURDEN 
H-13 Total direct labor 
Mill burden rate % 
Commercial: 
L-1 Executive salaries 
2 Office salaries 
3 Office supplies and expense 
4 Telephone, telegraph and postage 
5 Professional services 
6 Bad _ debts 
7 Credits and collections 
8 Freight and transportation out 
10 Sales salaries 
11 Commissions 
12 Traveling expense 
13 Advertising 
14 Sales supplies and expense 
TOTAL COMMERCIAL BURDEN 
J-11-13 Total Mill Cost of Sales 


Commercial burden rate % 


Exuisit M 





ALACHUSETTS COTTON MILLS 
BURDEN 


STATEMENT 
Fiscal Year 1940 





ACTUAL BUDGET 
5 Months 
May To Date To Date 
$ $ $ 
$ ° $ $ 
$ $ ¢ 
$ $ $ 
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ning in accordance with expectations and what ones were the 
“weak sisters.” As a result, instead of striking out blindly to look 
for the trouble, which is the usual way of proceeding when an un- 
satisfactory result is presented by the orthodox historical profit and 
loss statement, and usually ending without satisfying results when 
the energy has been spent, this profit and loss statement provided 
definite warning signals, showing the precise points of difficulty 
and, through the underlying data, the reasons for the difficulty. 
Surely there is little comparison in the value to management pro- 
vided by these two types of profit and loss statements. And yet it 
has always been one of my most difficult tasks to get the usual man- 
agement to really understand this fundamental factor. There is 
so much tradition which says that a profit and loss statement is 
something for the bookkeepers to wrestle with to keep the treasurer 
and the directors satisfied, that it is only with great difficulty and 
educational perseverance that the operating management can be 
brought to take the thing seriously. However, I can assure my 
fellow laborers in the cost accounting vineyard that once the man- 
agement has grasped the idea and uses it your efforts will return 
to bless you. 


Conclusion 


The plan reported upon, as stated previously, was installed in a 
sizeable mill operating approximately 1,000 looms. It was found 
so simple in operation and effective in results that the management 
regarded it as one of the essential fundamental operating tools. 
The same basic plan has been used in larger and smaller organiza- 
tions with equal results because it is so flexible that it can be adapt- 
ed to local problems with many varying conditions and still re- 
tain all of its effectiveness. This is a basic requisite of any accept- 
able plan of accounting procedure. Any good bookkeeper knows 
the theory of so-called cost finding and how to obtain figures which 
show losses and gains, but the test of a worth while plan is, that 
while it must provide costs and operating results, it must keep the 
management provided with a constant compass showing how the 
ship is veering from the established course and why. The plan re- 
ported upon herewith meets these fundamental requirements. May 
I express the hope that it may help some cotton mill executive who 
chances to read this bulletin, to achieve a better day. 
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